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Abstract 
The enactment of Islamic Banking Act (IBA) 1983, considered the 
first Act of Parliament has been legislated specifically to govern 
Islamic banking business. Following to the introduction of the IBA, 
the Malaysian government has enacted new laws such as the 
Government Investment Act (GIA) and Takaful Act. It also resulted 
in the amendment of the existing laws such as Banking and Financial 
Institutions Act (BAFIA), Central Bank of Malaysia Act, Stamp Act, 
etc. The purpose of this paper is to examine the development of the 
legal framework for the Malaysian Islamic banking system. In doing 
so, this paper analyses the statutes which govern Islamic banking 
system. These statutes could be divided into two parts; firstly the 
statutes which enacted to govern Islamic banks and secondly the 
existing statutes which have been amended to accommodate and to 
facilitate the practice of the Islamic banking system. Since the 
Shari 'ah Advisory Council plays a crucial role to ensure the Islamic 
banks comply strictly with the Shari 'ah principles, the final part of 
this paper will also examines the status and function of the SAC in 
the Islamic banking industry. 
Introduction 
The establishment of Bank Islam Malaysia Berhad in 1983 has paved 
the way the implementation of Islamic law related to banking and finance 
which previously referred to English Common law or statute law. 
However, the government does not intend to make the whole banking 
system of the country based on Islamic principles and without changing 
any existing laws. In the other hand, government wants to create a 'dual-
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system' where Islamic banking system will be operated parallel with the 
existing conventional system. This means that the implementation of 
Islamic banking system in this country is under current legal framework. 
Therefore, Islamic banks must firstly conform to Shari'ah principles and 
at same time they should comply with the various laws imposed by the 
government as well as regulations and guidelines issued by the particular 
authorities. 
Introduction of the Laws and Regulations Which 
Govern the Islamic Banks 
Before the coming of the colonial powers to the Malay Peninsular, Islamic 
law to a certain extent and the local customary law was the law of the 
land. However, the position changed after the the coming of the colonials 
powers, especially the British who introduced the English law in these 
States. 
Today, English law forms part of the law of Malaysia. English law 
can be found inter alia in the English common law and rules of equity. 
The application of English law throughout Malaysia is based on the 
provisions of two important sections of the Civil Law Act 1956. These 
provisions are section 3 of the Act for general application of English law 
and section 5 for specific application of English Law in commercial 
matters. 
For this reason, trade and commerce in Malaysia is predominantly 
based upon an English laws. Therefore, banking and financial institutions 
in the country were interest-based institutions. However, following the 
establishment of the Islamic banks in the Middle East, Muslim population 
in Malaysia has also expressed their desire by requesting the government 
to establish Islamic bank in this country. Motivated by this background, 
the Malaysian government has enacted new laws such as the Islamic 
Banking Act of 1983, the Government Investment Act of 1983, the Takaful 
Act of 1984, as well as amendend the existing laws such as the Banking 
and Financial Institutions Act of 1989, the Central Bank of Malaysia Act 
of 1958, etc., in order to establish Islamic bank and to facilitate the 
implementation of Islamic principles in banking and finance. In addition, 
the Shari'ah Advisory Council has been set up to advise the Islamic 
banks in matters pertaining to Shari'ah issues. These statutes will be 
examined in the following discussion. 
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The Islamic Banking Act of 1983 (IBA) 
The essential prerequisite for the establishment of an Islamic bank in 
Malaysia was a legal framework which would enable the bank to operate 
on the principle of the Shari'ah. It was argued that, the existing Banking 
Act of 1973 (now repealed by the Banking and Financial Institutions Act 
of 1989 (Act 372) (BAFIA)) is not suitable for the needs of Islamic 
banking1 because it requires all banks in Malaysia to be operated through 
interest based.2 In addition, it does not allow the banks to involve in all 
forms of trading in the banking operations. Hence in order to establish 
an Islamic bank in Malaysia, a new enactment need to be passed by 
Parliament to legalize such establishment. Thus, the Islamic Banking Bill 
was tabled in the Parliament and was passed by the Dewan Rakyat on 
12 December 1982 and the Dewan Negara on 5 January 1983. The 
Islamic Banking Act (IBA) (Act 276) was enacted on 10 March 1983 
and came into effect in 7 April 1983. Consequently, the Islamic bank 
was incorporated as a limited company under the Companies Act of 
1965 on March 1,1983. 
Essentially, the Act seeks to provide for the licensing and regulating 
of Islamic banking business. The preamble of the IBA gives the directive 
principle of the Act that is for the licensing and regulation of Islamic 
banking business. It has been modelled repealed Banking Act of 1973 
with modifications and amendments as are necessary to conform with 
the needs of Islamic banking practices. The normal practices of prudent 
banking contained in the Banking Act 1973 are still retained and vests 
the BNM with similar powers of supervision and regulation over Islamic 
bank as in the case with other commercial banks.3 
Salient Features of Islamic Banking Act of 1983 
i. Licensing of Islamic Banks 
As in the case of conventional banking and financial institutions, Islamic 
banks i.e BIMB and Bank Muamalat Malaysia Berhad (hereinafter 
referred to as BMMB)4 are licensed and regulated by the BNM. 
Consequently, banking business for both Islamic and non-Islamic banks 
can be transacted in this country only if these banks are in possession of 
licences authorizing them to do so granted by the Minister of Finance on 
the advice of the BNM. However, unlike the other banks which are 
regulated by BAFIA, BIMB and BMMB are regulated and licensed 
under a separate legal framework, namely the Islamic Banking Act of 
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1983. The reason for this separate legal framework for Islamic banks 
and other financial institutions is the difference in its operational aspects 
where the BIMB and BMMB have to comply with Shari'ah principles. 
Section 3(1) of IBA stipulates that Islamic banking business shall 
not be transacted except by a company which is in possession of a 
licence in writing from the Minister of Finance. It is to be noted that the 
Act specifies that only a company can be engaged in the Islamic banking 
business. It also means that a statutory body or a cooperative society 
cannot be granted a licence.5 
In this regard, Bank Kerjasama Rakyat Malaysia Berhad, popularly 
known as Bank Rakyat, one of the top players in Islamic banking sector. 
Being which is a cooperative bank registered under the Co-operative 
Society Act of 1948 and the Bank Rakyat Act of 1978, the type of 
services can be offered by the Bank is limited.6 Hence, Bank Rakyat 
could not be granted a licence under the IBA unless it undergoes major 
restructuring to be converted into a company.7 
In addition, a significant requirement had to be fulfilled before a 
licence could be granted by the BNM to enable a company to carry on 
Islamic banking business. Section 3(5) provides that the BNM shall not 
recommend the grant of a licence, and the Minister shall not grant a 
licence, unless he is satisfied: 
a. that the aims and operations of the banking business which it is 
desired to carry on will not involve any element which is not approved 
by the religion of Islam; and 
b. that there is, in the article of association of the bank concerned, 
provision for the establishment of a Shari' ah advisory body to advise 
the bank on the operations of its banking business in order to ensure 
that they do not involve any element which is not approved by the 
religion of Islam. 
BIMB's Memorandum of Association prefaces that "all businesses 
of the company will be transacted in accordance with Islamic principles, 
rules and practices." The first objectives of the company is "to carry on 
the Islamic banking business in all its branches and departments and to 
transact and do all matters and things incidental thereto, or which may at 
any time hereafter at any place where the company shall carry on business 
be usual in connection with the Islamic banking business." It also contains 
a proviso "that nothing in this Memorandum contained also shall empower 
the company to carry on any business or do anything involving any element 
which is not approved by the religion of Islam." 
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ii. Islamic Banking Business 
The provisions that makes the IBA different from the Banking Act is 
that the former stipulates the Islamic banking business. Section 2 of IBA 
provides, inter alia, the following definition: 
"Islamic bank" means any company which carries on Islamic 
banking business and holds a valid licence" and; 
"Islamic banking business" means banking business whose aim 
and operations do not involve any element which is not approved 
by the Religion of Islam. 
It is clear from the above, the definition of Islamic banking business 
is too general and the term "banking business" itself is not defined. 
Likewise, the IBA does not stipulate how that term is to be understood 
in the context of Islamic banking. The Act also does not state clearly the 
concepts and principles in such a way the bank should operate its business 
in order to fulfil its aim. 
Basically, the banking business is the same as in the conventional 
banks such as deposits taking, paying and collecting cheques and providing 
finance. But for Islamic banking business, the business is done according 
to Islamic principles. Even though the Act does not spell out the concept 
and principles of Islamic banking and how these should be applied in the 
bank's operations, the fact that, these concept and principles of Islamic 
banking have been explained and clarified by Islamic Bank officials to 
the publics through various lectures, seminar, pamphlets and its handbook.8 
In addition, the BNM has issued Guidelines on Skim Perbankan Tanpa 
Faedah (SPTF) to enable the conventional financial institutions 
understand and participate in SPTF (currently known as Islamic Banking 
Scheme) (IBS).9 
Therefore, in practice, what appears to have been done to accord 
with this definition of Islamic banking business is to commence banking 
business using the model of the conventional banking business carried 
on by existing banks and then Islamise its operations by removing it 
elements which are prohibited and not approved by the Shari' ah principles. 
In this respect, Prof Ahmad Ibrahim asserted that "where the normal 
banking practices do not clash with the Islamic principles, the Islamic 
banks have adopted the current banking practices and procedures. Where 
any clashes arises, the Islamic banks have devised their own practices 
and procedures to accomplish their banking activities."10 
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In this relation, the banking business that are provided by the Islamic 
bank will in general be similar to those provided by other commercial 
banks. In term of deposits taking from its customers, the Islamic bank 
maintains current saving account and current account, except that no 
interest is payable. In addition, the customers can deposit their moneys 
in the investment account in which the profits and losses will be shared 
with the bank. The Islamic bank also provides banking services that 
offered by the conventional banks such as issuance and collection of 
cheques, transfer of money, purchase and sale of currencies, etc. for all 
in which the Islamic bank can charge the commissions. Further, in term 
of financing, instead of giving loan to the customers, the Islamic bank 
provides financing facilities based on Islamic commercial principles such 
as mudarabah, musharakah, al-bai' bithamani ajil, murabahah, 
ijarah, etc. 
Therefore, the omission of section 32 of the BAFIA from the IB A is 
considered as deliberated act of legislators.11 The reason behind this lies 
in the principles of Islamic banking itself which prohibit its involvement 
with interest. Instead, an Islamic bank should derives its income from 
profit through trade or business. If section 32 of the BAFIA inserted into 
the IBA which prohibits from engaging in trade and business, then the 
Islamic bank will be deprived of its chief means of profit.12 
It should be noted that, the provision of IBA and BAFIA are also 
inconsistent with regard to the nature of business of Islamic banking 
whereby IBA only speaks about Islamic banking business while BAFIA 
states two types of business i.e., Islamic banking business and Islamic 
financial business. This might give an inference that the conventional 
banks carrying on Islamic banking business may have wider selection of 
business to offer. 
iii. Shari'ah Advisory Body 
It is a statutory requirement to the Islamic banks under the IBA of 1983 
to set up the Shari'ah Advisory Body (hereinafter referred to as SAB) 
to advise the bank on the operations of its banking business in order to 
ensure that the business does not contravene the principles of Shari'ah. 
In deed, the setting up of the SAB was proposed by the National Steering 
Committee on Islamic Bank due to the need to instil confidence in the 
Muslim public that the activities of the bank conform to the Shari'ah 
principles.13 
The provision for the establishment of such an advisory body must 
be made in the articles of association of the bank. Section 3(5) of IBA 
states: 
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"The Central Bank shall not recommend the grant of a license, 
and the Minister shall not grant a license, unless the Central 
Bank or the Minister, as the case may be, is satisfied: 
a. that the aims and operations of the banking business which 
it is desired to carry on will not involve any element which is 
not approved by the religion of Islam; and 
b. that there is, in the article of association of the bank 
concerned, provision for the establishment of a Shari'ah 
advisory body to advise the bank on the operations of its 
banking business in order to ensure that they do not involve 
any element which is not approved by the religion of Islam". 
Accordingly, Article 3 of BIMB's Article of Association and Article 
3A of BMMB's Article of Association stipulate the need of setting up 
the Shari'ah Advisory Board. Both Articles of Association of BIMB 
and BMMB stipulate the need of setting up the SAB. The following 
provisions have been made in the Articles of Association of BIMB: 
a. A Religious Supervisory Council whose members would be made 
up of Muslim religious scholars in the country, shall be established to 
advise the company on the operation of its banking business. 
Following the amendments of the Central Bank of Malaysia Act of 
2003 (CBMA), the Islamic Bank Act has also been amended at paragraph 
(b) section 3(5) concerning the provision for the appointment of Syariah 
Advisory Council that it must be included in the article of Islamic Bank 
association. This amendment has provided that the establishment of a 
"Shari' ah Advisory Body" of the Islamic bank must be approved by the 
BNM. Previously, the approval of the BNM did not expressly required 
for the establishment of such SAB by the Islamic banks. 
Similarly, Part II of the Act has been amended by inserting a new 
section 13A, after section 13, which enable the Islamic Bank to acquire 
advice from the BNM Shari'ah Advisor Council established under 
subsection 16B (1) of the Central Bank of Malaysia Act. The provision 
also makes it mandatory for the Islamic banks to comply with the advice 
given by the Council whereas previously, the BNM Shari'ah Advisory 
Council did not posses direct advisory powers over Islamic banks. 
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The Statutes which Amended to Accommodate the 
Islamic Banking Business 
From the above discussion, it should be noted that neither the IBA nor 
section 124 of the BAFIA exclude the application of the civil law including 
common law to Islamic banking transactions. Alternatively, there is no 
provision in either Act stipulates that Islamic law shall apply exclusively 
to these transactions. In other words, Islamic commercial law has to be 
applied and implemented in Islamic banking transactions within the 
existing common law system and all other existing laws. This includes 
not only substantive laws but also procedural laws.14 However, many of 
these laws and procedures have been in existence long before Islamic 
banking was introduced in this country and they naturally were not drafted 
to facilitate the Islamic banking transactions. Therefore, the law as it 
stand today is not fully equipped to deal with Islamic banking practice. 
This may cause some difficulties for the Islamic banking practitioners 
including bankers and lawyers because they have to make some 
modifications and changes when developing the products as well as 
drafting the legal documentations so as to comply with all those laws. 
The following paragraphs will discuss the statutes which currently 
amended to facilitate the Islamic banking practice. 
The Central Bank of Malaysia Act (Amendment) of 2003 
(Act A1213) 
The Financial Sector Master Plan (FSMP) launched in March 2001 had 
outlined the nation financial sector 10 years long term plan for the purpose 
of ensuring that Malaysia has a developed and visible financial system. 
In this regards, the FSMP vision depict that in the year 2010 the Islamic 
banking and financial system would control 20% of the Islamic banking 
and financial system shares and would perform side by side with the 
conventional banking and financial system in this country.15 Chapter 5 of 
the FSMP had outlined in detail the master plan of Islamic banking and 
Takaful. Among the steps is to strengthened the Islamic banking and 
financial institution working frame based on Islamic law by conforming 
it to the Shari'ah. The existence of a complete Shari'ah and legal 
frameworks for the Islamic banking and financial system is very important 
especially to ensure the existence of one set of opinion in matters related 
to the Shari' ah, so that it would increase the public confident and enhanced 
the market development.16 
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One important development in the Islamic banking and financial 
system is the amendment of the Central Bank Act of 2003 which is 
considered a step to realize the FSMP. Among the objectives of this 
amendment is to allocate the establishment and appointment of the SAC, 
which is placed directly under the CBMA of 1958. Previously, there is 
no provision the CBMA which govern the Shari'ah Advisory Council. 
This is because the allocation of the establishment of the Shari'ah 
Advisory Council existed in other acts such as the Islamic Bank Act of 
1983 section 3(5) (b), Islamic Bank and Financial Act of 1989, section 
124 (7) and section 129 of Development Financial Institution Act of 
2002. Furthermore, there were two types of Shari'ah advisory councils 
in Malaysia,. The first is known as Shari'ah Advisory Body (SAB) 
establish by Islamic banks and the other is Shari'ah Advisory Council 
(SAC) established under the BNM. Apart from these two, there is another 
SAC established under the Securities Commission of Malaysia with the 
jurisdiction to advice the SC on all matters related to Shari'ah issues in 
capital market. 
The Central Bank of Malaysia Act (Amendment) of 2003 among 
others had included a new section 16B which allocated the establishment 
of Shari' ah Advisor Council at the BNM for the purpose of advising the 
Bank concerning matters related to Shari'ah that affect the Islamic 
banking and financial industries. 
Section 2 of the CBMA was amended by inserting after the definition 
'sight abilities' this following definition: 
Shari'ah Advisory Council means the Shari'ah Advisory Council 
established under subsection 16B (1); 
Subsection 16B (1) had allocated authority to the BNM to establish 
the Shari'ah Advisory Council and to clarify the power and function of 
the Shari'ah Advisory Council as follows: 
'The Bank may establish a Shari'ah Advisory Council which 
shall be the authority for the ascertainment of Islamic law for 
the purposes of Islamic banking business, takaful business, Islamic 
financial business, Islamic development financial business, or 
any other business which is based on Shari'ah principles and is 
supervised and regulated by the Bank.' 
Subsection (2) and (3) clarify the appointment and the qualification 
of the Shari'ah Advisor Council members which are as follows: 
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The Shari'ah Advisory Council shall consist of such members 
as may be appointed by the Minister, on the recommendation of 
the Bank, from amongst persons who have knowledge or 
experience or both in the Shari'ah and also -
a. Banking; 
b. Finance; 
c. Law; or 
d. Any other related discipline 
If the judge of the High Court, the Court of Appeal or the Federal 
Court, or a judge of the Shari'ah Appeal Court of any state or 
Federal Territory, is to be appointed under subsection (2), such 
appointment shall not be made except -
a. in the case of ajudge of the High Court, the Court of Appeal 
or the Federal Court, after consultation with the Chief Justice: 
and 
b. in the case of a judge of the Shari'ah Appeal Court of any 
state or Federal territory, after consultation with the Chief 
Shari'ah Judge of the respective State or federal territory, 
as the case may be. 
The allocation of subsection (3) above, would give space to the High 
Court Judges or the Judges of the Court of Appeal or the Federal Court 
Judges and the Judges of the Shari'ah Appeal Court to be appointed as 
members of the Shari' ah Advisory Council after being consented by the 
Chief Justice or the Chief of the Shari'ah Court. 
Even though this Act allocates the appointment of Shari' ah Advisory 
Council through above subsection, the introduction of Shari'ah Advisor 
Council on 2nd August 1996 under the section 124 (7) of BAFIA, is 
regarded as valid and shall not cease to execute its function until a new 
Shari'ah Advisor Council is appointed following the subsection 16B (2) 
of the CBMA. Thus, the BNM issues any orders, notice or circulation or 
any actions related to Islamic banking and financial operation based on 
the advice given by the present Shari'ah Advisory Council. 
Subsection 16B (6) of the Act, limits the involvement of the Shari'ah 
Advisory Council members of the BNM from becoming members to 
any Shari'ah body or committee in other banks and financial institution, 
unless they have a written consent from the BNM. 
Under subsection 16B (7), the BNM should obtain advice and follows 
the Shari'ah Advisory Council decision in all matters related to Islamic 
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banking and financial institution and the BNM could issue any written 
orders to anybody based on the advice given by the Shari'ah Advisory 
Council. In addition to the advising function, the amendment of the Act 
also gives authority to the Shari'ah Advisory Council in making decision 
in any disputes involving Islamic banking and financial institution issues 
at any Court proceeding on arbitration process. The allocation stated 
under subsection 16B (8) and (9) are as follows: 
(8) Where in any proceedings relating to Islamic banking business, 
takaful business, Islamic financial business, Islamic development 
financial business, or any other business which is based on Shari' ah 
principles and is supervised and regulated by the Bank before any 
court or arbitrator any question arises concerning a Shari'ah matter, 
the Court or arbitrator, as the case may be, may -
a. take into consideration any written directives issued by the 
Bank pursuant to subsection (7); or 
b. refer such question to the Shari' ah Advisory Council for its 
ruling. 
(9) Any ruling made by the Shari'ah Advisory Council pursuant to a 
reference made under paragraph (8) (b) shall, for the purposes of 
the proceedings in respect of which the reference was made -
a. if the reference was made by a court, be taken into 
consideration by the court in arriving at its decision, and 
b. if the reference was made by an arbitrator, be binding on 
the arbitrator 
Based on the provision of subsection (8) and (9) of the Act, the 
Shari' ah Advisory Council could provide opinions and decision concerning 
any disputes which is related to the Shari'ah issues at Court if the civil 
court judges feel that they are not suited to give verdict in those matters 
in the Court proceedings or in arbitrator process. The decision made by 
the Shari'ah Advisory Council is going to be considered by the Court 
when making their decision. Subsection (8) and (9) also acknowledge 
the authority of the arbitrator as one of the process in settling conflict in 
the cases of involve Islamic banking. The decision made by the Shari'ah 
Advisory Council will binding the decision of arbitration tribunal. This 
provision is parallel to the opinions as proposed by the Islamic banking 
expertise.17 
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The CBMA (amendment) has given a recognition to the BNM 
Shari'ah Advisory Council the highest reference places for all Islamic 
banks and the banks under the scheme of Islamic banking on Shari'ah 
issues. It is therefore, that the Shari'ah Advisory Council under the BNM, 
is considered to be the National Shari' ah Advisory Council for all issues 
pertaining to both Islamic banking and finance. With this status, the SAC 
is also to be the point of reference for all Islamic financial institutions in 
the country. Most importantly, the Shari'ah Advisory Council and the 
BNM will be referred to by the Courts or any arbitration tribunal in any 
disputes pertinent to Islamic banking and finance. This in turn, would 
assist the court judges in making decision accurately as in line with the 
Shari'ah principles. 
As a result of the amendment of the Central Bank of Malaysia Act 
1958 through the Central Bank of Malaysia Act (Amendment) 2003, 
which was enforced on 30th December 2003, other related Acts such as 
Islamic Bank Act of 1983, Bank and Financial Institution Act of 1989 
and the Takaful Act have also been amended. 
The Banking and Financial Institution Act of 1989 (BAFIA) 
The establishment of BIMB has paved the way for implementation of 
Islamic banking in a wider scope. In order to establish a comprehensive 
Islamic banking system, the BNM realizes that, it crucial to have a large 
number of players, that is, a sufficient number of different type of 
institutions participating in the system. Therefore, the BNM decided to 
allow the existing conventional financial institutions to offer Islamic 
banking services using their existing infrastructure and branches. 
Subsequently, on 4 March 1993, the Skim Perbankan Tanpa Faedah 
or the Interest-Free Banking Scheme (now replaced by the Islamic 
Banking Scheme) was launched on a pilot basis involving three of the 
largest commercial banks in the country namely Malayan Banking 
Berhad, Bank Bumiputra Berhad and United Malayan Banking 
Corporation Berhad. 
The regulatory laws governing Interest-Free Banking Scheme or 
well known as Skim Perbankan Tanpa Faedah (SPTF) of the 
conventional banks are the Banking and Financial Institutions Act of 
1989, (BAFIA). In order to assist these banks in implementing Islamic 
banking principles in their operation, the BNM issued "Guidelines on 
Skim Perbankan Tanpa Faedah (1993)" effective from 5 July 1993. 
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Article 2(ii) of the Guidelines states that the Guidelines are issued pursuant 
to section 126 of the BAFIA. Section 126 reads: 
The Bank [BNM] or the Minister may generally in respect of 
any particular provision of this Act, or generally in respect of 
the conduct of all or any of the licensed or scheduled business, 
issue such guidelines, circulars or notes as the Bank [BNM] or 
the Minister may consider desirable. 
Prior to 1996 the law governing Islamic banking business in 
conventional bank is not clear and the SPTF banks were regulated by 
directives from the BNM. In 1996, an amendment was made to the 
BAFIA. Section 66 of Banking and Financial Institutions (Amendment) 
Act of 1996 (Act A954) seeks to amend section 124 of BAFIA by 
substituting section 124 with inclusion new subsections to formalize the 
carrying of Islamic banking and financial business by licensed institutions 
established under BAFIA and to establish a Shari'ah Advisory Council.18 
Section 124 (1) provides "except as provided in section 33, nothing 
in this Act or the Islamic Banking Act of 1983 shall prohibit or restrict 
any licensed institution from carrying on Islamic banking institution from 
carrying on Islamic banking business or Islamic financial business, in 
addition to its existing licensed business, provided that the licensed shall 
consult the Bank [Negara] before its carries on Islamic banking business 
or any Islamic financial business". 
The term 'Islamic Banking Business' in BAFIA has the same 
meaning as assigned to it in the IBA of 198319 to mean banking business 
whose aims and operations do not involve any element which is not 
approved by the religion of Islam.20 The term 'Islamic financial business' 
is defined as any financial business, the aims and operations of which do 
not involve any element which is not approved by the religion of Islam.21 
However, it is weird to note that in the IBA, the term used to describe 
any product or business of Islamic banking is 'Islamic banking business'. 
Nowhere is mentioned in IBA about Islamic financial business whereas 
in the BAFIA the term 'Islamic banking business' and 'Islamic financial 
business' are used interchangeably. There is no clear demarcation line 
to distinguish between these two terms. In contrast, it is worth to note 
that section 2 of BAFIA defines 'banking business' as: 
a. The business of 
i. Receiving deposits on current account, deposit account, saving 
account or other similar account; 
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ii. Paying or collecting cheques drawn by or paid in by customers; 
and 
iii. Provision of finance; or 
b. Such other business as the Central Bank, with the approval of the 
Minister may prescribe. 
Section 124(2) expressly states that "for the avoidance of doubt, it is 
declared that a licensed institution shall, in respect of the Islamic banking 
business or Islamic financial business carried on by it, be subject to the 
provisions of this Act". This subsection seeks to clarify that the IB A 
shall not become an authority for the purpose of regulating the Islamic 
banking business carrying on by conventional banks which is based on 
the BAFIA. 
Section 124(3) provides that "any licensed institution carrying on 
Islamic banking business or Islamic financial business may from time to 
time seek the advice of the Shari'ah Advisory Council established under 
subsection (7), on the operations of its business in order to ensure that it 
does not involve any element which is not approved by the religion of 
Islam." Subsection (7)(a) states: 
"There shall be established a Shari'ah Advisory Council which 
shall consist of such members, and shall have such functions, 
powers and duties as may be specified by the Bank Negara to 
advise the Bank [Negara] on the Shari'ah relating to Islamic 
banking business or Islamic financial business." 
However, pursuant to the amendments of the CBMA 2003 as 
discussed above, the BAFIA has also been amended to provide for certain 
changes relating to the position of the Shari'ah Advisory Council which 
previously established under section 124(7) of the BAFIA. As stated 
before, the establishment of the Shari'ah Advisor Council of the BNM 
provided under section 124(7) of the BAFIA was a bit anomaly. 
Therefore, the amendment of the Central Bank Act of 1958 (2003) 
provides the establishment of the Shari'ah Advisor Council under 
subsection 16B(1) of the Act. Thus, the definition "the Shari'ah Advisor 
Council" under para (a) section 124(7) of the BAFIA was replaced with 
the following definition: '"The Shari'ah Advisor Council" means a body 
that established under section 16B(1) of the Central Bank Act of 1958'. 
Legally, it is mandatory for the banks to seek the advice from the 
Shari' ah Advisory Council of the BNM on its Islamic banking or financial 
operation, but, it is not mandatory for the BAFIA licensed institutions to 
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have an internal Shari'ah Advisory Body or Committee, unlike Islamic 
banks licensed under IBA. However, it does not prevent the BAFIA 
licensed institutions from having their internal Syari'ah Advisory Body 
to advise them on relating to Shari'ah matters. 
Shari'ah Advisory Council (SAC) 
Since the Shari'ah compliance being the essence and fundamental 
foundation of an Islamic bank, it is a mandatory to every Islamic bank to 
have the Shari'ah Advisory Council or Shari'ah Supervisory Board which 
plays a crucial role and responsibility to ensure the Islamic bank complies 
strictly to principles of Shari'ah in its operations. The scope of Shari'ah 
compliance is not simply confined to compliance with the concepts of 
Islamic banking or theoretical aspects alone but the entire spectrum of 
the Islamic bank operations must comply with Shari'ah. This means 
underlying concepts of the products, structures, term sheets, 
documentation, accounting and operational procedures must comply with 
Shari'ah.22 In the other words, Shari'ah compliance is not confined to 
just pre-issuance of the products but should encompass the post-issuance 
period as well.23 
Therefore, the SAC is a body established pursuant to the requirement 
a specific or general statute of an Islamic bank of a particular country 
with the main objective of ensuring that the operations of the bank are 
not violating any Shari'ah principles. In other words, the Council has the 
responsibility to ensure that, firstly, the banking products and services 
offered to customers are in accordance with Shari'ah principles; secondly, 
the investments or projects in which the bank is engaged are permissible 
by Shari'ah; and finally, the bank itself is managed according to Islamic 
principles.24 
In this respect, the Higher Religious Supervisory Board of the 
International Association of Islamic Banks ("IAIB") requests that all 
Islamic banks and financial institutions appoint a Religious Supervisory 
Board within their organisation consisting of Shari'ah scholars in order 
to render binding decisions regarding conformity with the Shari'ah. 
Furthermore, the Board decreed that an Islamic bank which did not 
adhere to the aforementioned rules would not be able to claim to be 
operating according to Shari'ah.25 It is argued that since those who were 
exposed to the banking industry had always been among the western 
educated Muslim and almost complete absence of scholars who are 
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knowledgeable in Shari'ah as well as well-versed in modern banking 
and finance, makes it the role of Shari'ah advisory and supervisory is 
best left the Shari'ah scholars.26 
The scope and term of reference of the SAB and SAC are not spell 
out in detail either by IBA or by the BAFIA as well as the CBMA. 
However, the BAFIA and CBMA state that the Council shall have such 
functions, powers and duties as may be specified by the BNM to advise 
the BNM on the Shari'ah matters. In this regard, the duties of the Council 
outlined by the BNM, among others, are as follows:27 
i. To serve as the sole authoritative body to advise BNM on Islamic 
banking and takaful operations; 
ii. To co-ordinate Shari'ah issues with respect to Islamic banking, 
finance and takaful; and 
iii. To analyse and evaluate Shari'ah aspects of new products/schemes 
submitted by the banking institutions and takaful companies, 
iv. Other assignments that may be prescribed by the BNM from time 
to time. 
As practiced in Malaysia, the involvement of the SAB/SAC never 
began at the initial stage of the product developments, but it came at the 
end of the process just for the sake of endorsement. Most of the financial 
institutions would prefer to present their products to the SAB/SAC just 
to get the latter's comment as far as the Shari'ah compliance is 
concerned. In this deliberation, the SAC/SAB may endorse the product 
as it is, or may suggest some changes, be it major or minor, again to 
achieve the Shari'ah compliance, or may alternatively, suggest a new 
features or a new product/contract altogether. Even in the latter exercise, 
the involvement of the Shari'ah advisor or the SAC has been normally 
minimal as the burden to convert this new contract into a workable 
product still lies with the management of the bank. This new product will 
be brought back for discussion at the Shari' ah meeting to get the Shari' ah 
endorsement.28 
The independence of the SAB/SAC is very crucial in order to ensure 
the Islamic banks transactions are in conformity with the Islamic 
principles. If the SAB/SAC is perceived not to be independent, its 
credibility would be questionable, and consequently the Islamic bank's 
reputation as a whole would be affected where the public as well as the 
shareholders will lose confidence with the Islamicity of Islamic bank. 
Therefore, the SAB/SAC independence may as equal important as the 
independence of the external auditor.29 Thus, the current form of 
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appointment might cause of the SAB/SAC independence is questionable. 
So, to ensure the independence of the SAB, the appointment of its 
members should be made by neutral body over which the bank's 
management has no control. In this case, the BNM would be the most 
suitable institution that should make appointment of the SAB. In addition, 
the SAB should be centralised under the administration of BNM to ensure 
the uniformity of the opinion in the Shari'ah issues. 
The task of performing a religious audit is another important activity 
of the SAB/SAC. Unlike external auditors whose profession has been 
developed over a long period of time, religious auditing is a new profession 
emerging simultaneously with the development of the Islamic banking 
system. In the case of external auditors, there is numerous accounting 
and auditing guidelines to be observed which can also be used as guidelines 
for their audit work. But in the case of SAB/SAC, there is no standard 
guidelines to be followed or used in its work.30 Therefore, it is hoped 
that, the religious/Shari'ah auditing guidelines will be developed in near 
future, so that the SAB/SAC members would discharge their duties with 
competency and professionalism. 
However, it should be noted that, although the products offered or 
the document used by the Islamic banks or IBS banks which were 
approved by the SAB or SAC, it is still open to any interested party to 
challenge such products or transactions as being contravened to Islamic 
principles, as there are no provisions in the IBA or BAFIA state that the 
approval of the SAB or SAC are free and could not be reviewed by any 
court.31 This means that, the authority of the SAC/SAB can be challenged 
and is not absolute. Therefore, it is necessary that the IBA should be 
amended to provide that no rulings or decisions or advice of the SAC/ 
SAB may be challenged in any court of law, so that the courts would not 
displace such rulings or decisions and substitute their own views on 
Shari'ah matters, as had happened in the previous cases of Islamic law.32 
Another issue needs further attention that there exists a considerable 
gap between the resolutions made by the SAC or SAB and their practical 
applications by the Islamic banks' managements or staffs. This is due to 
the fact that the staff employed to run day-to-day business of the bank 
and not familiar with the new concepts, principles and procedures of 
Islamic banking. They might not appreciate the detail distinctions between 
Islamic and conventional methods and ignore some of practical aspects 
of Islamic banking and finance. In this regard, Justice Muhammad Taqi 
Usmani, Pakistan Shari'ah scholar has experienced a number of such 
instance during his visit to some Islamic banks. Therefore, he suggests 
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that it is necessary for each Shari' ah Board or Council to set up inspection 
committee to visit and examine, from time to time, the actual practice of 
the banks operations. This not only to ensure the bank fully compliance 
with Shari'ah principles, but will also minimise the chances of error.33 In 
this relation, the learned judge further asserted that the Shari'ah Board 
should be given the supervisory power with binding authority over the 
bank managements. This is because some Islamic banks have the Board 
with an advisory status only without binding authority over the banks' 
managements.34 
Conclusion 
As can be seen from the foregoing discussion, the legal framework 
regarding Islamic banking business in Malaysia still needs to be revised 
and modified. It is also observed that the law governed the Islamic banking 
is not in step with the rapid development of the Islamic banking industry. 
There are many grey areas and ambiguities in the law. Certain amendment, 
or even new law, need to be urgently introduced so that any ambiguity 
regarding Islamic banking transaction could be overcome. Further, it 
should be noted that neither the IB A nor section 124 of the BAFIA 
exclude the application of the civil law including common law to Islamic 
banking transactions. This means that Islamic business law has to be 
applied and implemented in Islamic banking transactions within the 
existing common law system and all other existing laws. Therefore, these 
inadequate state of affairs in the laws relating to Islamic banking must 
be given immediate attention. First and foremost the laws applicable to 
Islamic banking, particularly the IBA must prescribe in detail the 
substantial laws, i.e the Shari'ah principles which govern the transactions 
of Islamic banking, in which the judges in the civil courts will refer to 
these laws instead of English law when the Islamic banking dispute is 
brought to the said court. Furthermore, the IBA must be clearly prescribed 
that where there is a conflict between Islamic law and civil laws in 
relation to Islamic banking transactions, Islamic law shall prevail. 
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